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SUMMARY: General trends in the Korean economy continue essentially 
unchanged since the last "Foreign Economic Trends" report, although 
Korea's export performance has become of greater concern than it was 
last November. Agriculture led the way in the 1981 recovery, but 
manufacturing also showed respectable growth. For 1982, the Korean 
Government expects real GNP growth of 6.5 percent, and thinks most 
of the year's growth will come in the second half. Despite the slow 
pace of the recovery, the ROKG shows no sign of deviating from its 
basic economic policy of emphasizing stability; it seems to be 
looking beyond the current difficulties and trying to set the stage 
for a new, more soundly-based era of growth. 


Stable international commodity prices and the slow pace of 
foreign trade so far this year have resulted in a marked improvement 
in Korea's balance of payments position. Because domestic interest 
rates are now lower than international rates, foreign capital 
inflows have been very slow in early 1982. Korea still retains a 

reputation among international bankers, and should have little 
in obtaining the foreign funds it requires at attractive 
The ROKG also wishes to attract more foreign investment and 
but will have to make significant changes in the 
estment regime before Korea again becomes an attractive locale 
: investment. 


commends that U.S. firms interested in trading 


Cc 
r establishing a market presence now, in order to 

ompetitive position when the recovery gains 
steam. [Trade liberalization is continuing, although the pace is 
Slow and uneven. 





rean domestic politics, the year-end period is normally a 
January 3, 1982, saw a major cabinet reshuffle which 
the economic-related Ministries. Most observers saw 
a Government signal that it intends to give more 
meeting the concerns of Korean businessmen in 
ing economic policy. 


Preparations for the 1988 Seoul summer Olympics have already 
started; a new Ministry of Sports was inaugurated in March. 
President Chun lifted the curfew--which had been in effect since the 
end of the Korean conflict--announced two amnesties and relaxed the 
school dress codes. These moves were well-received by the general 
DUDLIC. 


1982 marks the centennial of the establishment of diplomatic 
relations between Korea and the United States. Both countries are 


planning a number of programs and visits to mark the centennial; 
American observance will be highlighted by a visit to Korea by Vice 





President Bush in late April. In March, Defense Secretary 
Weinberger was in Seoul for the annual bilateral Security 
Consultative Meeting. The Secretary reaffirmed the United States' 
commitment to partnership with the Republic of Korea for peace on 
the Korean peninsula. 


The National Assembly met in March, and the import of foreign 
rice became the focus of proceedings. A special subcommittee was 
established to look into the matter, and the proceedings received 
heavy media coverage for about three weeks. 


Another incident which received major media and government 
attention was a March 18 arson incident at the American Cultural 
Center in Pusan, which left one Korean student dead and two others 
seriously injured. Anti-American, anti-government leaflets were 
scattered near the scene of the incident. The police investigation 
quickly resulted in the arrest of several suspects in the most 
serious act against an American installation since World War II. 
The overwhelming Korean reaction was one of shock and outrage. 


ECONOMIC SITUAT J AND TRENDS 





The Macroeconomy. The t is in the Korean economy outlined in the 
last "Foreign Economic T report are still generally valid in 
April 1982. The economy has continued its slow recovery from the 
1980 recession, ending 1981 with real growth of 7.1 percent (all 


1981 figures are preliminary). This growth puts the economy 
Slightly above its level of yearend 1979. Not surprisingly, the 
icultural sector led the way in growth, rebounding from the 
strous 1980 harvest to show real growth of 23 percent last 

Manufacturing grew at a 6.8 percent rate; social overhead 
ital and other services expanded by two percent. 


1982, the Korean Government (ROKG) expects real GNP growth 

percent, with an economic upturn in the second half of the 

The prediction assumes a turnaround in the United States' 
economy, continuing stability in oil and other raw material prices 
and an upturn in domestic demand. The ROKG will limit the money 
Supply to 22 percent growth and attempt to keep inflation, measured 
by December-over-December increases in the wholesale and consumer 
price indices, at under ten percent. Other predictions are for a 
narrowing of this nation's perennial current account deficit to 
under $4 billion, compared to a deficit of $4.7 billion last year, 
and devaluation of the Korean won by less than three percent against 
the U.S. dollar. The latter goal, for reasons explained below, has 
already been modified. 


Korean Economic Policy Objectives. The dominant theme of ROKG 
economic policy since early 1979 has been stabilization. The 


Government hopes to tame the inflation which plagued the economy 





throughout most of the 1970's and continued at an even faster clip 
during the 1980 recession. With inflation wrung out of the economy, 
the ROKG believes, the stage will be set for a new era of stable 
economic growth which eventually will bring this country fully into 
the ranks of the developed, industrialized economies of the world. 
To dampen inflation, the ROKG has jawboned workers and employers to 
limit wage increases (to an average 17 percent last year and even 
lower in 1982), and kept tight control of money supply growth. The 
ROKG has also managed the exchange rate to keep the won relatively 
stable against the dollar and limited economic stimulus measures to 
only those absolutely essential to keep the recovery alive. 


Until late 1981, it appeared that these policies were succeeding 
admirably. Certainly the Government made dramatic progress in 
subduing inflation and the recovery progressed, albeit at a pace too 
Slow to give much comfort to Korea's hard-pressed businesses. 
Keeping the won stable against the dollar during most of 1981 helped 
keep inflation down, but as the dollar soared against other 
international currencies, the won rose as well and Korean goods 
became higher priced and less competitive in Japanese, European and 
other third-country markets. In response, export growth slowed as 
1981 wore on and the sluggishness continues in early 1982. The ROKG 
has responded by letting the won depreciate gradually, but still 
seems willing to subordinate export growth to its anti-inflation 
goals. (Previous experience shows how sensitive the Korean economy 
is to changes in foreign exchange rates. The ROKG devalued the won 
by almost 20 percent in January 1980; the following month the 
wholesale price index jumped by 15 percent, or at an annual rate of 
over 180 percent.) 


It could well be, however, that the stability program is no 
longer the drag on the economy that it was in 1981. Inflation has 
come down so dramatically to such low levels that some Korean 
economists now estimate that the planned 22 percent increase in 
Korea's money supply in 1982 may well be on the generous side. If 
present trends in import prices continue (i.e., if oil and commodity 
prices remain stable) and inflation does come down to the 7-8 
percent level this year, a 22 percent increase in the money supply 
would indeed leave considerable room for nominal GNP growth of 15-16 
percent. Assuming that inflation does not show signs of flaring up 
again, the ROKG could well leave the money supply growth targets 
where they are in hopes of adding a bit of stimulus to the domestic 
side of the economy. 


Finally, it should also be pointed out that prices in world 
markets have also been stable or declining, thus reinforcing the 
ROKG attempts to combat home-grown inflation. For example, oil 
prices in Korea went down by an average 2.8 percent in March 1982, 
the first oil price decline since the first oil shock in 1974. 





Whither the Won? For 1982 through late March, the won has been 
allowed to run down slightly more than two percent against the 
dollar, and this slow downward drift is expected to continue for 
most of the first half of the year. Although the Embassy has heard 
various goals mentioned by ROKG officials as the target exchange 
rate, it seems unlikely to us that a firm specific target rate 
exists. The goal of ROKG monetary management probably is to achieve 
a rate which will keep Korean exports competitive on world markets 
but avoids devaluation to the point that inflation in import prices 
again becomes a problem. Although rumors of an accelerated 
depreciation of the won were current in late March, such a measure 
is probably seen by the ROKG as a last resort. If U.S. interest 
rates decline and the dollar surrenders some of its gains against 
third-country currencies, Korea will keep the won pegged to the 
dollar and have a de facto devaluation against those third 
currencies. 


Balance of Payments, Capital Inflows and Banking. The slow growth 
of exports recently has been matched by a decline in the import 
growth rate as well. In September and October 1981, Korea showed a 
most unusual two-month string of trade surpluses and ended the year 
with a trade deficit of $3.25 billion--considerably less than the 
$4.38 billion deficit notched in 1980. Although the services 
deficit widened (payments--especially debt service payments--grew 
faster than receipts), the current account deficit narrowed from 
$5.3 billion in 1980 to $4.7 billion in 1981. The ROKG hopes that 
imported raw material prices will remain stable this year and that 
the current account gap can be reduced to less than $4 billion. 


To finance that deficit, begin new projects and repay existing 
loans, the ROKG estimates that total external borrowing needs in 
1982 will be more than $7 billion. The country's external debt 
service ratio, an indicator closely watched by foreign lenders, 
remains at a respectable level (under 14 percent). Because of such 
healthy signs and intense international competition among banks, 
Korea will have little if any trouble obtaining the funds it needs. 
In these times of sluggish worldwide demand, bankers continue to 
beat a path to Korea's door. Local borrowers reentered 
international financial markets in late 1980 as domestic stability 
returned, and the terms and conditions on loans Korea has received 
Since then have become progressively more favorable. The latest 
major loan, a $300 million syndication for the Korea Export-Import 
Bank, carried the most favorable terms and conditions ever received 
by a Korean borrower: 0Q.5 percent above the London Interbank 
Offered Rate (LIBOR) for the eight-year repayment period. 


The cost to Korean banks and industries of borrowing abroad is 
high, however. Since late last year, domestic interest rates in 
Korea have been reduced five times--four reductions of about one 
percent each and one reduction of two percent. The Korean prime 





rate, 19.5 percent per annum last November, now stands at 13.5 
percent. In purely economic terms, with inflation declining 
dramatically the cost of money should indeed be coming down, but one 
result of the interest rate decline in Korea has been that domestic 
lending rates are lower than international rates. It is, therefore, 
less expensive to borrow locally than to obtain foreign funds. As a 
result, Korean foreign exchange holdings have been drawn down by 
some $650 million since the end of 1981 in order to finance the 
country's balance of payments deficit. This drawdown will probably 
continue until it again becomes more expensive to borrow locally 
than overseas, which has been the usual pattern in the past. 


So far in 1982, seven additional foreign banks have received 
permission to open branches in Seoul. The group includes three U.S. 
banks--Security Pacific, Wells Fargo and First Boston. By the end 
of this year, some 42 foreign banks, including 16 American 
institutions, will have branches in Korea. Other American banks 
from California, Pennsylvania, Texas and Washington State have 
applied to open their doors or upgrade representative offices to 
branches. 


Exports. The export outlook for Korea is reasonably good, although 
there are some worrisome factors to consider. Korea's strength in 
the past has been in light industrial products such as textiles and 
garments, shoes and electronics. These exports have been showing 
relatively slower growth recently than exports of heavy and chemical 
industrial products; last year, for example, light industrial 
exports still accounted for nearly 48 percent of Korean commodity 
exports,but heavy and chemical product exports showed a growth rate 
of 24.5 percent for the year while light industrial exports expanded 
by only 19.5 percent. This trend is likely to continue; according 
to a February 1982 analysis by the Korea Traders Association, this 
country's products with a comparative advantage in world markets are 
shifting to the heavy industrial sector and away from light 
industry--especially away from light industrial products other than 
textiles. As Korea develops its heavy industry, there are certain 
to be growing pains, however. Quality control is a current concern, 
and Korea's competition for heavy industrial products will 
increasingly be from the developed countries as well as the other 
newly-industrializing countries. This ascent into the "big leagues" 
of world trade, coupled with pressure on light industrial exports 
from countries which can still offer lower wage costs and further 
coupled with expected tightened restrictions on Western imports of 
Korean textiles could all combine to slow the growth rate of Korean 
exports. 


Technology and Foreign Investment. To keep the export juggernaut 
rolling and to maintain a steady rate of economic growth, the ROKG 


has announced its intention to make sweeping liberalizations in the 
Korean economic system. Higher priority will be given to inducing 





foreign equity investment--both to reduce borrowing requirements and 
to bring advanced technology into the country--and to loosening up 
existing tight controls over a wide array of commercial decisions 
(such as pricing, product lines, ownership ratios in the case of 
foreign joint ventures, etc.). The financial sector is to be 
liberalized, and interest rates eventually will be set by market 
forces rather than by government fiat as is now the case. The pace 
of liberalization so far has been very slow, however, and efforts to 
attract new investment have been much less energetic than in other 
newly-industrializing Asian countries. In 1981, American investment 
in enterprises in Korea reached a record $87 million, but the great 
majority of that amount was injections of new working capital into 
joint ventures and wholly-owned companies which faltered during the 
1980 recession and have not yet recovered. Weak patent laws have 
discouraged some investors from bringing their newest technology to 
Korea; some potential investments which would have seemed at least 
on the surface beneficial to the economy have been rejected (in some 
cases probably because of competition with Korean interests). 


Total new foreign equity investment in Korea in 1981 was only 
$146 million, falling below the originally targeted goal of $200 
million. The goal in 1982 is to secure $300 million in new 
investment; the Fifth Five-Year Plan targets a total of $2.5 billion 
in direct foreign investment over the next five years. Foreign 
investment in Korea to date is mainly in the following industries 
(percent of total foreign investment): chemicals (22.0 percent), 
electric and electronic (16.0 percent), hotel and tourism (14.1 
percent), machinery and parts (7.2 percent), textiles (5.6 percent), 
banking (5.2 percent), and steel and metals (4.8 percent). Major 
U.S. investments are in electrical products and electronics, 
chemicals, transport equipment, construction & services, and 
fertilizers. 


As part of a major reorganization of the government ministries 
included in economic affairs, on November 2, 1982, the Ministry of 
Finance assumed many of the functions concerning foreign loans and 
equity investments previously handled by the Economic Planning 
Board. The responsibility for handling foreign investments now 
rests with the Investment Promotion Division, International Finance 
Bureau, Ministry of Finance. 


Energy. Korea is consciously and steadily moving away from its very 
high dependence on Middle East oil to a more balanced array of 
imported energy sources. Imported coal is vital to this effort, and 
Korea is becoming an important buyer of all kinds of coal. A major 
construction program is underway to insure sea ports and internal 
transportation lines can cope with the projected coal imports. By 
the middle of this decade, Korean coal imports will be 40 percent 
higher than in 1981, reaching as much as 20 million tons annually. 
On the other hand, because of slower-than-anticipated economic 





growth, there is a significant power generating surplus at the 
moment. Projections of electricity demand have been revised 
downward; consequently, the construction timetable of nuclear power 
plants 11 and 12 has been set back for at least one year. 


Agriculture. The disastrous 1980 rice crop, a big factor in the 
overall poor performance of the Korean economy that year, compelled 
Korea to import over two million tons of rice in 1981. With a 
better rice crop last year, the agriculture sector grew by 26 
percent over 1980, and is forecast by the ROKG to grow a further 
three percent this year. There were some declines in the production 
of specific commodities last year, but most were related to 
reductions in the area planted because of a lack of economic 
incentives to plant. 


U.S. agricultural exports to Korea exceeded $2 billion last year 
for the first time; Korea was the world's fourth largest purchaser 
of U.S. agricultural commodities in 1981. Rice was the largest U.S. 
agricultural export to Korea (by value); other important commodities 
were cotton, wheat, corn, soybeans, hides and skins, tallow, grain 
sorghum and tobacco. Because of greatly reduced rice imports in 
1982 and much lower U.S. commodity prices, Korean imports of 
American agricultural products will probably decline to about $1.8 
billion this year, although Korea's relative position as a customer 
will remain the same. The availability of approximately $600 
million in GSM-102 credit guarantees (U.S. Government credit 
guarantees for agricultural purchases by foreign buyers) will help 
the United States retain its position as the leading supplier of 
agricultural products to Korea. 


III. IMPLICATIONS FOR THE UNITED STATES 


U.S. EXPORTS TO KOREA: Korea's total annual imports increased from 
$20.3 billion in 1979, to $22.3 billion in 1980 and to $26.1 billion 
in 1981. Korean imports from the United States went from $4.6 
billion in 1979, to $4.9 billion in 1980, and then to $6.1 billion 
in 1981. 


In 1981, Japan maintained its position as principal supplier to 
Korea, with an import market share of 24.4 percent, closely followed 
by the U.S. with a 23.2 percent share. Major worldwide Korean 
industrial imports in 1981 included: power generating machinery, 
$563.7 million; metalworking machinery, $258.5 million; heating and 
cooling equipment, $255.9 million; mechanical handling equipment, 
$182.3 million; electric power machinery, $438.3 million; 
telecommunications apparatus, $461.9 million and professional and 
scientific instruments, $395.7 million. 


The general economic downturn that began in 1979 is still 
causing a deferral of most plans for investment in plant equipment. 
Investment in equipment is not likely to increase very rapidly until 
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Also planned to begin before 1986 are construction of a second 
integrated steel mill with a 3-million-ton-per-year capacity ($2.75 


billion), expansion of Kimpo (Seoul) and Kimhae (Pusan) 
International Airports ($304 million), and the expansion of Pusan 
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port ($284 million). The Governments of Korea and Japan are 
currently negotiating a Japanese economic package for Korea which 
could include some of the above projects. 


TRADE LIBERALIZATION: Korea's annual two-way trade volume is 
expected to surpass $100 billion by 1986, and to consist of $53 
billion in exports and $55.5 billion in imports. Korea has embarked 
on a gradual liberalization of its trade restrictions, with the aim 
of a 90 percent liberalization ratio (by category, not import 
volume) by 1986. Criteria for foreign trading licenses are to be 
further eased and the current trade plan will be overhauled in favor 
of minimal controls on exports and imports. However, these 
objectives are being pursued gradually in order to minimize the 
impact on domestic manufacturers. In May, 1982, the ROKG will 
announce a new Annual Trade Plan for July 1, 1982, through June 30, 
1983, further easing import restrictions and increasing the 
liberalization ratio. This announcement is expected to be followed 
by implementation of a new system whereby items to be liberalized 
for import will be announced 2 to 3 years in advance so that local 
companies can prepare for the new competition. Currently, the 
Korean trade regime still contains many trade barriers, both tariff 
and non-tariff, and government policy emphasizes maximum reliance on 
domestic sources, particularly for consumer products. Good 
opportunities for U.S. suppliers of consumer products may develop, 
however, toward the end of 1984 and should become progressively 
greater in subsequent years, as Korea overcomes some of its 


short-term economic problems. Present ROKG policy is to protect 
domestic producers from import competition, although pressure from 
Korea's trading partners for more open markets in this country will 
increase aS Korea continues its export promotion drive. 


Korean imports of commodities on a deferred payment basis are 
expected to increase substantially in the years to come. As part of 
its effort to pull the economy out of the current recession, the 
Korean government abolished on February 1, 1982, the import deposit 
system that required importers of certain commodities under deferred 
or installment payment terms to deposit 5-20 percent of the credit 
import value with the Bank of Korea. Licenses and advance deposits 
of 10 percent of c.i.f. landed cost are still required for nearly 
all imports made by the private sector. 


The ROKG also substantially liberalized restrictions on the 
import of commodities on a deferred payment basis; i.e., Documents 
Against Payments (D/P) and Documents Against Acceptance (D/A). 

Under the "negative licensing system" for deferred payment 
transactions introduced on February 1, 1982, all commodities may be 
freely imported on a deferred payment basis unless they are included 
on a list of exceptions. The liberalization of credit imports is 
designed to help ease the financial burden on local business firms 
and stimulate currently depressed local business activity. 
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On January 1, 1982, the Korean Government put into effect a 
revised customs law, adjusting tariff rates on 3490 items which 
account for 15.4 percent of the 2,209 dutiable Korean customs 
commodity classifications. Rates were reduced on 31l items and 
increased on 29 items, bringing the simple arithmetical average of 
tariff rates down to 23.7 percent from the previous 24.9 percent. 
The revision basically limits maximum duties to no higher than 100 
percent. The 100 percent rate is applied on 20 items which include 
passenger motor cars, spirits and alcoholic beverages, unworked 
precious and semi-precious stones, watches, watch cases and parts. 


As of April 9, 1982, a total of 19 Korean branches of foreign 
firms obtained trading licenses from the Korean government. The 
firms include four from the United States, nine from Hong Kong and 
one from Japan. Under the revised Trade Management Rules that took 
effect in July, 1981, branches of foreign firms are allowed to 
engage in exporting and/or importing on a limited scale. Initially, 
marketing by these branches will be limited to eight types of 
products, including industrial electrical appliances, electrical 
goods, chemical products, and construction and mining equipment. 

All goods must be brought into Korea for the purpose of stocking and 
selling directly to domestic end-users. 





